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Abstract

Many lenders market consumer loans by advertising low monthly payments rather than
interest rates. In this paper, we provide an explanation for such behavior motivated by the fact
that many consumers display what we call “payment/interest bias:” a systematic tendency to
underestimate the annual percentage rate (APR) associated with a loan principal and payment
stream. Using data that quantifies payment /interest bias and also contains detailed information
on the actual loans held by consumers, we examine the relationship between loan rates, bias and
loan sources. We find that households with bias hold loans with higher interest rates, but only
on loans obtained from finance companies; there is no such relationship for loans from banks.
The relationship holds not only across households, but within households who hold loans from
both banks and finance companies. It is robust to the inclusion of a rich set of household- and
loan-specific characteristics. The findings are consistent with the emerging view [Ellison (2005),
Glaeser (2004)] that firms may provide frames that cater to cognitive biases in equilibrium.
More directly, our results provide a positive explanation for the ubiquity of loan marketing

emphasizing low monthly payments, particularly by finance companies.
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